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Summary
On the three key questions:

- consuners woul d benefit fromretail conpetition
- Congress has a key role to play in revising the rules of the gane;
and

- public policy synmmetry argues for attention to transition costs.

The conpetitive pressures driving the adoption of a new paradigmfor the
electric industry grow in great part out of high enbedded costs (transition
costs) that thenselves are rooted in past Federal policies. The two |argest
segnents of transition costs, nuclear and PURPA QF contracts, were accunul ated
in the context of explicit and successive Federal policies on the devel opnent
of peaceful nuclear power as a noral inperative, national security through
ener gy i ndependence and efforts to cope with expectations of $100 per barre

oil and $10 per mmBtu natural gas.

I f Congress encourages retail access, it should also assign transition cost
obligations to the states with equal specificity. To better mtigate
transition costs, incunbent utilities should not be unfairly hanpered in the
effort to conpete agai nst new najor entrants. Congress should al so consider
addressing the effects of past public policies on transition costs by |eveling
up to a 3 mlls/kWw ($.003) transition assessment that would be well bel ow
conpetitive savings but sufficient to deconcentrate costs and securitize $100

billion in 8% fifteen year bonds.
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CHICAGO, ILLINOIS

M. Chairman and Menbers of the Subcommittee, nmy name is Philip R OConnor

For purposes of identification, | amcurrently a principal of Coopers &
Lybrand Consulting and ny curriculum vitae has been subnitted to staff. My
firmand | have a number of utility and non-utility clients who hold varying
views on the particular legislation being heard and on the issue of
conpetition in electricity in general. M testinmony, however, is my own and
am personally responsible for the views | express. Sone of the specific
points | hope to make today, however, do arise in part out of some recent
research that my firmand | have conducted at the request of the Edison
Electric Institute. These points relate to the manner in which conpetitive
transition costs have been handl ed by policy nakers for those network

i ndustries which have preceded electricity into the world of open conpetition

| complinent the Subcommittee and Congress for the willingness to take on such
a conplicated question and to do so in such a tinely fashion, just a few years
after the inmportant changes instituted by the Energy Policy Act of 1992. The
i ssue you face is howto help the electric industry nove fromvertically

i ntegrated, franchised | ocal monopoly -- considered by virtually everyone as
recently as twenty years ago to be the sole legitimte nodel -- to a
conpetitive nodel predicated on cormmopdity conpetition, end-use custormer

choi ce, open network access and a technol ogy surge.

The Three Questions Asked by the Subcommittee

The Subconmittee has asked for comrents on three questions in addition to any
ot her points w tnesses may wi sh to make: (1) whether consumers woul d benefit
fromhaving the ability to choose their electrical power supplier; (2) whether
Federal legislation that provides for state inplenentation of retai

conpetition progranms and addresses interstate comerce issues i s necessary;
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and (3) what elenments should be incorporated in Federal customer choice

| egi sl ati on.

First, | have waited nearly fourteen years for this nonent. Fromlate 1983
t hrough 1985, during nmy tenure as Chairman of the Illinois Conmerce
Conmi ssion, which is responsible for utility regulation in our state, we
published a series of nmonographs calling for conpetition in electricity.
Early on we recogni zed the benefits that would flow from changing the electric
par adi gm from nonopoly to conpetition. Materials relevant to ny persona
belief in and commitnent to conpetition are attached as exhibits to this
testimony. 1 have no doubts whatsoever that end-use consumer choice in
electricity will yield significant value for the economy and for consumers.
Prices will reflect the denand/ supply dynam c and approxi mate margi nal cost,
in contrast to the highly distorted prices characteristic of rate of return
regul ati on which are oriented toward enmbedded costs and average cost pricing.
Those currently distorted prices are a major driving force of the conpetitive
pressures we see toady and were a key factor in creating the transition costs
whi ch nmust be a central consideration in the process of nobving to conpetition
W will see product and service innovation and, nost likely, a surge in
technology that will further contribute to progress in electric technol ogies,
further electrification of the econony, inproverments in environnenta

protection and enhanced custoner satisfaction

Second, there are several respects in which Federal |egislation encouraging
end- user choice can be either desirable or even necessary. The history of the
other network industries which have experienced the movement from regulated
monopoly to competition argues for clear and decisive policy action which can
both accelerate and smooth the process. There is no escaping the reality that
key policy decisions will have to be taken at both the Federal and state
levels. At a mnimm Congress should enpower the Federal Energy Regul atory

Conmi ssion (FERC) to render highly flexible decisions which can m nimze the
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time, cost and uncertainty of mmjor business and state regul atory decisions --
such as mergers or divestnment if generation, transm ssion and distribution
FERC shoul d al so be able to intervene when certain state |evel decisions are

havi ng adverse effects on other states in their efforts to nove ahead on
conpetition. | do not see a matter of principle or of states’ rights here.
We have long lived with a legal fiction that electricity bought and sold at
the wholesale level was in interstate commerce. The physical predicate for

that fiction, the path of least resistance flow of electricity, is virtually
identical for retail electricity, especially in the context of conpetition
among commodity suppliers. There are, however, major questions of

i mpl enent ati on and whet her states should be seen or treated as mere del egat ees
or subunits of the Federal CGovernnent. That would be short sighted in the
extreme. |Indeed, much of what we see today in terms of transition costs
arises out of fifty years of Federal policies which sought to treat both
states utility conmissions and the utilities they regulated as inplenmenters

and facilitators of Congressional decisions.

Third, Federal |egislation encouraging end-user choice should be symretrica
in that Congress ought to take account of its past policies in electricity in
order to both accel erate and snooth the transition. Put sinply, the two mgjor
areas of transition costs, nuclear power and qualifying facility (QF)
contracts pursuant to PURPA, are rooted in explicit, aggressive and

consci ously undertaken Congressional policies delegated to the states and to
utilities for inplementation. The historical record in both arenas is

conpel ling and ought to help frame what is intended to be an entirely new set

of rules of the game based on end-user choice. Federal pronotion of nuclear
energy and QF power purchase requirenents were based on Congress’ belief in

t he permanence of the vertical electric utility nonopoly.

The Moral Imperative of Peaceful Nuclear Power

Page 4



The adaptation of nuclear energy to peaceful purposes was a consci ous nationa
goal fromvirtually the moment that the atom c bonb brought an end to World
Var | 1. Qur nation and its |leaders, thankful for a fearsone weapon that
delivered both Japan and the Allies from many nore nonths of war, felt driven
by a noral inperative to convert that weapon to peaceful purposes. The
preamble to the Atomic Energy Act of 1946 mamkes this sense of m ssion clear
Sone of our greatest war tinme and post-war | eaders including Presidents
Truman, Ei senhower, Kennedy and Johnson were unfl aggi ng advocates of peacefu
nucl ear energy. Thr oughout the late 1940s, 1950s and 1960s strong

Congr essi onal advocates energed, such as Senators Al bert Gore, Sr., John

Pastore, Representatives Chet Holifield, Craig Hosmer and Illinois’ own Melvin
Price -- whose name endures on the nuclear risk insurance |law, the Price-
Anderson Act. In the fifteen years following Wrld War 11, there was much

urgi ng by Congress and the Atom ¢ Energy Comi ssion conpl emented by mgjor
Federal research expenditures. Finally, the investor owned industry was

of fered a choice. The 1956 Gore-Holifield bill posed the alternative of a
hal f - dozen Federal nuclear TVAs if the investor owned utility industry did

not take up the challenge of fully comrercializing nuclear energy. Faced with
an unpl easant choice, the industry and Congress chose a privately operated but
Federal |y regul ated nucl ear power industry. However, it was not until 1963
that the U.S. utility industry finally gave itself over to the w despread
bel i ef that nucl ear power offered a sustainable and attractive option. The
era of accelerated commtnent to investor owned nucl ear power actually |asted
but a decade. The last nuclear plant to actually be built and operated was
ordered in 1973 -- nearly twenty-five years ago. Wen it conmes to the
guestion of nuclear power as a transition cost, we nust go back nore than two
or three decades for the relevant conbinati on of public policy and business

deci si ons.

In the wake of the I ast nuclear plant order in 1973, the first internationa
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oi |l embargo created an entirely new rationale for carrying through on the
nucl ear conmitment. National security policy, enbodied in repeated calls by
successi ve presidents and Congresses for national energy independence, | ooked
to nuclear energy as closely linked to Anerican capacity to resist efforts in
the international arena to extract concessions fromthrough oil enbargoes.
The conmitment to the |inkage between nucl ear energy and national energy

i ndependence reached its height even while the country was riveted on the
accident at Three MIle Island, an event which precipitated dramatic increases
in safety regul ation nucl ear construction and operating costs at the peak of

high inflation and interest rates.

A compl ex of public policies in the four decades following Wrld War 1l had a
conmon thread of reliance on the comercialization and proliferation of
peaceful nuclear energy. In the late 1970s, these same policies also evol ved
i nto another policy which would lead directly to a second maj or aspect of

transition costs we now face.

PURPA Arose out of Oil and Natural Gas Policy

In 1978, just five years after the |last nuclear plant to be built was ordered,
Congress enacted both the Public Utilities Regulatory Policy Act (PURPA) and
the Natural Gas Policy Act (NGPA). These two mmjor pieces of |egislation
shared the sane predicate idea that oil would rise to $100 a barrel and
natural gas to $10 per million Btus. This belief, widely adhered to in
Congress, industry and in the nedia, proved to be very rmuch mi staken, but,
nonet hel ess, set the course for energy policy in the United States for the two
decades that have followed including stimulation of the conmpetitive forces we

now see. PURPA required local electric utilities to buy power froma
variety of independently owned generating units at avoided costs set

adm nistratively by the states. The NGPA was designed to incentivize natura
gas exploration and production but also set out to eventually prohibit the use

of gas in new electric generation because of the expectation that gas woul d be
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bot h expensive and scarce. PURPA has been out of date for a number of years
and the Energy Policy Act of 1992 tacitly acknow edged its obsol escence.
PURPA shoul d be repeal ed al ong with any pronmpt novenment to retail access.

Continuation will only further burden the systemw th nore transition costs.

Federal Policies Have Significantly Contributed to the Accumulation of
Transition Costs

A conbi nation of Federal policies, international events and conditions nore
related to public policy than to business decisions by utilities converged to
generate the many billions of dollars in past utility investnments and
conmitments whi ch now nust be confronted as we change the rules. [Inflation
and high interest rates at the peak of nuclear construction, falling rates of
energy demand growth related to surging international oil prices, regulatory

policies that distorted prices and obscured costs all conspired to contribute,

t hough not conpl etely cause today’s transition costs.

We shoul d make no m stake. The business decisions utilities made that
resulted in today’s transition cost problens were taken in the context of

explicit public policies and under rules of the ganme that were predicated on
the continued exi stence of the locally franchised vertically integrated
utility. Public policy should take account of the past in order to help

construct the future.

Policy Makers Have Addressed Transition Costs of Other Network Industries

In all past transitions of network industries, airlines, railroads, trucking,
t el ecommuni cati ons and natural gas, policy nakers -- mainly Congress and
Federal regul atory agencies -- have conscientiously addressed the recovery of
and mtigation of transition costs to the extent they existed and were rel ated

to past policy. For exanple, after the deregulation of interstate trucking
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Congress allowed for a tax deduction for the |ost value of previously

exclusive route certificates -- many of which had been used as collateral for
loans to buy trucks. |In the gas industry, FERC provided for the recovery of
pi pel i ne buy out costs of take-or-pay contracts. |In telecomunications, a

vast conpl ex of cross-subsidies directed |ong distance revenues to subsidize
| ocal exchanges, favoring higher cost ones with large infusions of revenue.
Wl |l over a decade following the initial deregulatory actions, transition

costs continue to be collected in these and other industries.

The pattern foll owed by policy makers and regul ators in addressing transition
costs has been to permit substantial flexibility when the costs have been

| argely those of high enbedded operating costs (airlines, rail and trucking)
and of collecting and dedicating revenues when the costs have arisen out of

sunk investnent or comodity contracts (tel ecomruni cati ons and natural gas).

. In airlines, high enbedded operating costs associated with certificated

route lock-in and the use of inappropriately sized aircraft for |ow

| oad routes were addressed through easy merger approval and ease of
route entry and exit. Smaller communities are still receiving subsidies
t hrough the Essential Air Services program All pricing was

der egul at ed.

. High rail operating costs were also mtigated through ease of nerger
approval and sal e or abandonnent of unprofitable |ines. Federa
financi al assistance has been provided to new short line railroads. Al
pricing was deregul at ed.

. Pl agued by route certificates requiring deadheading and with a
financial structure based on the expectation of exclusive route
certificates, the trucking industry was hel ped by ease of merger
approval and route entry and exit. |In addition, the lost value of route
certificates which trucking conpani es had often used as collateral for

| oans was partly conpensated for by legislation allowing for a tax
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deduction for the lost value. Intrastate trucking remai ned regul ated
until the end of 1994 when Congress pre-enpted state controls.

. Conpensation for and nmitigation of transition costs in
t el econmuni cati ons has been massive and wi de ranging. Mich of the
attention has been directed toward the mai ntenance of cross-subsidies
runni ng generally fromlong distance to | ocal exchange service and from
busi ness to residential custoners. Transition cost mechani sms have
i ncl uded | ong di stance access charges paid to the | ocal exchange
carrier, the FCC subscriber Iine charge, custoner ownership of prem ses
equi prent, accel erated depreciation of inside wire, the NTS and hi gh
cost funds, |ocal exchange ownership of yell ow pages, over cost charges
for such services as call forwarding and high intrastate toll cal
charges all represent ways in which policy nakers and regul ators have
acted to address transition costs in the tel ecomunications industry.
The Tel econmuni cations Act of 1996 mmintained nuch of the transition and

cross-subsi dy networKk.
. The key to transition cost recovery in the natural gas industry was

permitting the buy out costs of renegotiated or termnated |l ong term

t ake-or-pay gas contracts to be shared between pipelines and their
downstream | ocal distribution and end-use custoners. In addition, nore
than ten years after FERC Order 436 which initiated pipeline open access
in earnest, nost residential gas customers in the country are still not

permtted direct access service.

Even after transition cost recovery designed to acconmpdate the effects of
past public policies, consumers have reaped significant benefits from
conpetition, a fact supported by anal yses from such ideol ogically disparate
organi zations as the Brookings Institution and the Progress and Freedom
Foundati on. Providing for both in electricity conpetition policy would be

noting new. Failing to do so would be. Failure to directly confront
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transition costs would represent a denial that past public policies -- nore at

the Federal level than at the state level -- are at the root of these costs.

Three Suggestions for Congress on Transition Costs
| have three specific suggestions with respect to the relationship of a

Congr essi onal encouragenent for customer choice:
. To the extent that Congress delegates to the states the inplenentation

of retail access, Congress should al so delegate the authority and

obligation for nethods to collect transition costs.
. In order to better nmitigate transition costs so that collection though a

speci al mechani sm woul d be | ess burdensone, Congress shoul d assure that
utilities and utility affiliates have every opportunity to comnpete.
They should not be unfairly hanpered in the name of opening up the

mar ket to new entrants. Many of the new entrants into a conpetitive
electric market will be major national corporations |larger than the

i ncumbent utilities.

. I f consuner choice is national policy then sone transition costs should
be recovered at the national level. Current transition nechanisns at
the state level, in the absence of a Federal policy on retail access,

focus on recovery within the traditional service territory. This
approach does nothing either to relieve the conpetitive pressures that
arise out of widely disparate local utility rates or to acknow edge the
role that past Federal policy has played in the creation of transition
costs. Congress should consider providing for a network transition cost
assessment of approximately 3 mills or 3/10 of a cent per kilowatt hour
(kwWh) on average. It could be assumed that every kWh noves over the
transm ssion system under FERC authority. This approxi mte 4.5%
assessment on current average retail prices across the country is well
bel ow t he expected benefits of conpetition for npbst custoners. The

approxi mate $10.5 billion generated in a year 2000 3 m |l assessnent,
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rising in subsequent years as demand increases at |ess than 2% could be
dedi cated by Congress to a fund that could securitize roughly $100
billion in transition bonds at 8% with a fifteen year anortization
period. In a period of tinme roughly equal to that which we have all owed
for the transition of trucking, telecomrunications and gas, we could
deal with a large portion of electric transition costs at the nationa

| evel and nove quickly to provide the benefits of retail access. It
took thirty years to build up nuclear transition costs and nearly twenty
to accumulate QF transition costs. A fifteen year workout is not
excessi ve considering the benefits of doing so. Inefficient plants
woul d shut down, operating costs woul d decrease and new products and

servi ces woul d aggressively energe.

The Boise Compromise

One final point should be made about provisions which would help to accelerate
and smooth the transition to conmpetition. Concerns have been expressed that
there are a nunber of utilities and states in the country whose consuners

m ght see prices rise under conpetition. Wile the overwhelning najority of
consumers woul d see prices fall under conpetition and appropriate transition
cost recovery, there are sonme consuners who today pay an enbedded cost | ower

t han average national prices or even regional marginal cost. Again, we see an

artifact of mainly past Federal policies -- largely associated with hydro
devel opnent. | would urge Congress to build on the opt-out idea offered by

FERC Chai rnman Betsy Mdler. Her idea deserved a warmer reception. Sinply
nodi fy the Mol er Proposal into something | would call the Boise Conprom se.
Permit any state utility comm ssion to petition FERC for an exenption froma
retail access mandate for up to five years for any utility withinits
jurisdiction. FERC could disapprove if there were not a show ng that average
revenue per kWh at retail would nmost likely rise due to competition. This
woul d avoi d confusing average revenue with rate design artifacts. The val ue

of the Boise Conpromise is threefold. First, it elinmnates a politica
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irritant that should not get in the way of a general novenent to conpetition
Second, the actual portion of the market affected would be so small as to
avoid any serious distortions in supply and denmand generally. Third, whether
the state comm ssion was right or wong woul d becone apparent pretty quickly
since there would be readily avail able comparisons with free narket prices and

i nnovati ons el sewhere.

The Competition Agenda is Ambitious and Valuable

The Subconmittee and its menbers have set an ambitious agenda for Congress,
consumers and the electric industry. Developrments in the market and the
likely benefits argue for such an agenda. Past public policy and an adherence
to a basic American principle that future governance respect the consequences
of past governance present a conpelling case for the inclusion of specific
transition cost recovery and mitigation provisions in |egislation which

encour ages retails access.
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Free-Market Electricity ‘Is Inevitable,’
Says Utility Znnovator Philip O’Connor

By BILL PauL
Staff Reporter of THE WaALL STREET JOURNAL

Ask Philip R. O’ Connor about the future
of electric utilities and he launches into a
story about two serfs in czarist Russia.

“One asks the other. ‘Do you think we
should treat the czar S0 Well? As soon as
that question was posed.” Mr. O’Connor
says. “the answer became inevitable.”

It is the same today. he explains, for
utility officials asking whether there
should be competition in their industry.
“Free-market competition for electricity is
inevitable.”

So says the man responsible for some of
the most innovative recent thinking in the
electric-utility  field.
That includes his
company’s guidance
on Commonwealth
Edison Co.'s pro-
posal to give up a
guaranteed rate of
return and accept a
five-year rate freeze
for three nuclear
planis. In return. the
Chicago-based ulil-
ity is asking for a”
immediate 13% rate 4
increase and per- Philip R.
mission to sell the ——————————
plants electricity anywhere it wants after
five years. current regulatory practice
generdly guarantees utilities a designated
relurn on equity and restricts them o
sales withintheir local area

A former chairman of the Illinois Com-
merce Commussion and now head of Chi-
cago-based Palmer-Bellevue Corp., a util-
ity investment and censulting firm. Mr.
O'Connor s the Pied Piper of free-market
thinking in what is still a heavily regulated
mdustry.

“Phil O’ Connor has forced us to think.
His ideas are Important.” says Douglas
Bauer, senior vice president. strategic
planning. for Edison Electric Ingtitute. the
industry’s trade group.

“He 1s taken very serioudly in the in-
vestment commumty. He was among the
first to predict the changes now occur-
ring,” says Ernest R. Liu. utility analyst
for Goldman, Sachs & Co.

Prophecy Still Doubted

But while Mr. O’Connor is respected.
many dill. doubt his prophecy of a free
market for electricity. “Many of us con-
tinue to believe in regulaion.” says Mi-
chae] Foley, director of financid anaysis

for the National Association of Regulatory
Utility Commissioners in Washington,
D.C.

Mr. O'Connor believes that when the
“revolution” in the electric-utility industry
is complete, eectricity will be priced “like
any other commodity."” Power, he says,
wiil be transmitted from state to state and
from region to region. both under long-
term contract and in a spot or auction
market. Many utilities will merge to take
advantage of economies of scale. while
others will go private as investors recog-
nize the greater profit potential of a free
marketplace.

*Economic regulation leads either to In-
adequate supplies or an oversupply Of elec-
tricity because prices are too high.” says
Mr. O’ Connor. He adds that a free market,
by encouraging smaller-unit construction
with shorter lead times, cm keep supply
and demand in better balance. plus pre-
vent the costly building mistakes that oe-
curred during the industry’s last building
cycle-mistakes that state regulators are
now having to pass an to ratepayers lest
utilities go bankrupt.

‘A Small Bite'

Commonwealth Edison’s new rate pro-
posal, announced last month. represents
“a smal bite in the revolution,” says Mr.
O’'Connor, but to analysts like Daniel
Scotto of L.F. Rothschild. Unterberg, Tow-
bin Inc.. the plan. which was authored by
Palmer-Bellevue. is a “radical departure
in rate making.”

The proposa would eliminate the con-
cept of aguaranteed return on equity for
three of the utility’s nuclear plants. Most
utilities today enjoy a 12% to 15% guaran-
teed rate of return. To be sure, the plants’
fixed expenses-the cost of building and
operating them-would continue to be
guaranteed. but ratepayers wouldn't have
to pay for any further return. Profitability
would depend on whether and for how
much those plants' power could be sold in
the open market. Commonwealth proposes
to sell the plants’ output localy, but under
the oroppsal. nothing_ would_ prevent it
from transmitting, or “wheeling,” the
power outof state.

Andrew Varley, chairman of the state
commerce commission in neighboring
Iowa, saysthe Commonwesalth Edison ptan
“could be a red windfal for lowa’ If the
price is right for the state’s utilities. At
the same time, Mr. Varley is worried
about Commonwealth Edison trying to

take its free-market approach one step far-
ther and sdll directly to customers ir lowa.
“We can't let (Commonwealth Edison)
pick off lowa customers” because that
would increase the burden ont customers
who stay with lowa utilities, be says.
Problems Seen

Another regulator who sees problems
with Mr. O'Connor's approach is Edward
F. Burke, chairman of the Rhode island
Public Utilities Commission. He says that
*meaningful” competition would be fine
but that until the nation’s transmission
grid is grexatly beefed up, such competition
won t be possible.

Mr. Burke savs that to have a truly
competitive market he would want at least

WHO’S NEWS

three basic sources of power—local, Cana-
dian and Midwestern. He explains that in
Rhode |sand. competition from Canadian
hydropower Is developing. But transmis-
sion bottlenecks continue to keep low-cost
Midwestern coal-fueled power from reach-
ing the date.

Until those and other bottlenecks are
eliminated—creating a North American
power grid—regulation will be needed to
prevent price-gouging if power becomes
scarce again, he says. Mr. Burke adds,
however. “1 want Phil to keep pushing" for
a free market.

In addition to Commonwealth Edison's
rate plan, Mr. O0’Connor aso was behind
the recent attempt by an investor group to
take Public Service Co. of Indiana private.
The transaction fell through because of
management opposition. Nevertheless, the
plan “represented a whole new approach
to valuing” 8 utility, says LF. Roth-
schild’'s Mr. Scotto.

Strong Cash Flow

Specifically, Mr. O'Connor's group val-
ued Indiana Public Serviceona cash-flow
basis, rather than on a traditional
asset-value basis. The cash-flow approach
is sald to broaden investor analysis of a
utility by taking into account new factors.
such as management’s skillin marketing.
investing available funds and constructing
new plants. Mr. Scotto says Mr. O’Connor
showed Wall street that a utility can be an
attractive takeover candidate when It has
astrong cash flow.

Putting his own lessons O use, Mr.
O’Connor says his investment firm cur-
rently is looking at the possibility of _rut-
ting together the acquisition of *’a couple
of very smdl, lightly traded electric com-
patties.” He declines to give names but
adds that any such transaction is still in
preliminary stages.

Reprintea with permission from Wali Street Journal, January 20, 1987




